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Regulatory Update m Slnce o u  \ lay repon. the FCC has yranied 2-1s in <our ciates Georgia and 
Louisiana for BellSouth and \ k i n e  and S e u  Jerse! lor \ erizon .Applications lur 
seventeen states' 2-1s are hefore the ICC n o u .  E! !rar-end \ \e e\pect all 0 1  

\ erimn to he covered h) 2 - 1 s ~  'he expeci Q\\esi to h x c  2-1, in all hut onr UI 
i n o  stales (Minnesota and Arizona being the ones u e  e\pecr io IagI. \\'e expect 
BcllSouih to have all its 2-1s ehcepr Florida. Finall>. \\e cxpecr SBC to add 
Caliiomia late in 2001. hui do not belie\e ihe :\nicritech siaies \ % i l l  gel their ? ' I C  
uniil the first halfof2003. 

T i p  of R ~ y o i n  
IKDCSTRI' REPORT 

Anna \laria h; 

(01 1 )  

kburii 

,As pan o f  the 2 -1  process. LSL rates since \la! h m e  heen reduced in man! 

states. most notahl) in the Quest Kegon. but also in SBC and BcllSouth states. 
N e  n p e c i  some more L S L  reductions (\lassashuseits. Se\r Jerse) and 
P c ~ ~ ) l \ a n i a  are pcnding for \'crizon. for c~arr.pIe1 hut cxpcct thc pace to slow 
given hou much L Y E  rate( ha \e  decreased and p \ r n  that ihe 1-1 process that 
dri\c> bomc of ihe  cuts i s  nearing iis end 

m For the CLECs. the h e r  C S E  raies present the opponunit! to enter the local 
market u i t h  minimal up-front in\esrmcnt I t  IS not cIe3r. h w c w r .  whether some 
of the mnre troubled conipmies. like \\'orldCom. ~ 1 1 1  he ahle to take full 
ad\anraee ' h e  \le\\ LS'IP as hcing po,iti\c tor the ISC-s. panicularl! AT6-T. but 
do no1 hellexe ihat i t  is enough to  nrm ihr desliriing r r \ rnues  and profitahiliiy ot 
the consumer  long-disrancc niarkct 

k r m  ihr KRC)C-inirsic,i per,pei:iie. I \ l . P  prccrnti *c \e ra i  iprtihlenis. Vne is 

the r e d u c i m  in re\ cnuc5 itid: i o n u  from c i m  cn iny  rciail to \ ~ h o l c s d c  rwenues. 
The nther i i  the pricinf c t m p r e c c i o n  IhJi  come< tiirni ihc KR(1C.s. m \ n  attempts io 

rcstructurc ihcir psiccb t u  iunipciL' i u t l i  th i ,  ne\\ c n t r a m h  I-inaII!. there is the 
e\p(irurr during a prrit1J n h e n  Jr. KHOC c.innt,i !et cntci lon:-dibimce. hut the 
1ZC.s h m c  hcgun cntcr it, I w d l  niaihci .Aniimc tlic U U O C ' ~ .  SUC is hy t r  the 
ninsi expwed In [ a h 1 m ~ d  Jnd  in ihr .\merliccI1 ~ I C I .  11 ha, super-low L:SI<P 
prices and no ahilir> t u  counter  .in ISC',  cntr! n i t t i  a n  all-distance plan. I t  15 

possihle that Leri7.nn \ t i l !  J IW S K ~  come nieaningf'ul share Inss in  the next re\\ 
months. hut n e  du no t  sec thc IS(, hcing as t o c u d  on 11 as ihc! arc on SBC. 
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m The flood ofapplications for in-Region long distance e n t p  under sectior. 2-1 
of thc Tclecom Act (2-1 j i s  reaching its crest. Founrcn 2'1s h m c  hcen 
granted to the Regional Bells (RBOCs1 so jar. and the FCC has applications for 
sm enteen more before it right now: Alabama. Kentuck!, \Iississippi. S o n h  
CU01in3 and South Carolina for BellSouth: Colorado. Idahn. Iowa. Sehraska. 
>onh Dakota. I\lontana. Utah. Washington. and n'yoming for Quest: S e n  
Hampshire. Delaware. and Virginia for Veriron. 

By !ear-end 2002. we expect 2-1s to cover all BellSouth states except Florida. 
3;i Qtiest states elcept Minnesota and possihl! r2rizona. and all \ 'enion stales. 
SBC has a good chance ofhaving California granted h! year-end. and a sllght 
chance of having Xlichigan granted as \\ell, with the rest n f  the Amentech 
sutes Iihcl! to slip into the first halfoi200:. 

4s the RBOCs have prepared to submit their 271s. the! and their state 
commissions ha \e  made chances to their unbundled netuork element (LTE) 
pnces. \hhile commissions do occasiunally chanpe LYE prices independend!. 
of the 2-1 process-as S e u  \'orl. did earlier this year and as Massachusetts. 
Seu  Jersey. Texas and Penns!Ivania 3re doing nou-most cbanees have been 
made as pan of the 2'1 process. Thus. hoth hecause C-SE rates have been 
lo\rcred sharpl) i n  rnosr states over the last ?car and hccause the 271 process is 
ending. u e  expect a slouer rate of change to LSI; prices over the next year or 
t i i ~ )  rhar \ I C  ha\c  ~ c f :  11: the I.i,l leu niunth, 

m ~ I h c  ac1w1 impicmcnrat~un o t  C'SLP accelerated in thc last fen months. as 
cornpetitt\e cariiers iC1.l.C S I  h a \ e  l i iused more on this niarhet. WorldCom's 

SIC1 dl\l,ion. in  p a n n c r h p  \<i;h Z - l c l  launchcd i t )  xcighhorhoud Plan in 
.4pril :\T&T ha5 added h1cai L~SliP-hasrd s e n  ice in  six states to its original 
t t $o  sincc \larch ut2001 and ~ 1 1 1  prohahi) add anathcr nso statcs this year. In  
earl! 2001. 9 T d T  was offering LSlIP-hased local srr\icr on]) in S e u  York 
and Iehas .  Since \larch. 11 ha, added \lichigm. Georgia. Illinois. Ohio. 
Caihomia. and S e u  Jerce? 11 has indicated that 11 kill a h  enter Penns!lvania 

and . \ lasachuscns rhls !car. \\c c\pccl 11 io push hard in California. where i t  
\%ill ilfhi hardeci to proleci 11s long-distance market H'orldCom's MCI 
d i i i w n  introduccd 11s Scighhvrhood plan in April and appeared ready to 

pursue e n F  in at leas1 the urhan m n e s  throughout mnsl of the countv.  Entry 
hy r h c x  long-distance carriers [IXCsi has been pant) in response to potential 
entn h! the RBOCs into the long distance market in a €1, en state and pmly in 
response IC1  h e r  L X k  priccs Given the tinancia1 prvhlcrns at WurldCom and 
the changes In A T b T . s  stwcture and management as 11 merges its Broadband 

e- 3 



unl: with Comcasl I t  IS s@mewhar di3iculr to 

L S E P  
In a small number of states on .4T&T's. 

.AI jcast in rheoc .  the greatest exposure to changes in L S E  prices i s  10 SBC. 
4 T b T  lust began deployins I S E P  in California. where SRC \I t i l  not he 3hic 
to respond on the long-distance side till around >car-end 2001. 3: hcst .41~&1 
, s  a~~~~ tn \2ichigan. Illinois. and Ohio. where i i  i s  un!ilel! :ha\ SBC x,il! he 

10 respond on the long-distance side till sometime in thc first ha l fof2003.  
.AS \,e indicate helou. L T E P  discounts are greatest overall in the SBC Region 
BellSouth i s  seeing LTEP-based e n m  primaril! in Georeia and l.lorida. hu:  
A T b T  has not yet entered Flonda. Florida is the onl! state in nhich \\e do not 

expect BellSouth to have a 251 till late first quaner 2003. Quest's rates ha t e  
recently dropped in a numher of states. so that rhe Regional average CSCP rate 
has dropped from 528.21 IO S13.97. However. we do nor helie\c that entr) 
into Quest 's  t e r i t o n  IS a high prionty for the IXCs at an! pnce. \'enzon's 

rate at  520.27 is the second lowest on a Regional basis. but that rate is 
relaii\el! srahle \ s  &la!, of1002. I t  is also u o n h  noting that \:eriron has not 

losr much market share since rates in Seu York \\ere lonered in January 
:AT&T has indicated that i t  n 111 enter Pennsylvania and \Iassachuserts this 
!ear. bur neither the timing nor the le\ el ofeffon in those srates is clear to us 

The Supreme Coun has aitirmed the K C ' s  right to designate TELRlC (Total 
Element Lon: R u n  Incremental Cost) as the mcthodolo,gy h! which LYE 
prices are sei \lore broadl?. in i t s  &fay 2002 Verizon Communications v.  

FCC decision. the Supreme Coun appeared to affirm the FCC's right to 
designate any method other than rate-of-return. uhich is specificall! precluded 
hy the Teleconi 4ct.  for the purpose o i s e t t ~ n g  UZE prices. 

h o v  hard the! u 11: @u>h 

We e\pecl some backin: off on WorldCom', pzn. and 3 h x i e :  ?dsh 

. 

II 

. The Ions-term sunr \a I  o f I . \ l i P  is. nnenheless.  In question. In its Ma? 2002 
\'erizon decision. thr. Suprcmc (uun rcaffinned the "nccessan and impair" 
ciandard. bihish i t  hsd  ~ I r e ~ d !  highlifhted in i t s  Januar! IU'JU l o n a  L:tilities 
t lodi~d \ I.CC dccision O n  \la! :.lth. in  its U S I l  \ .  I-CC decision. the D.C. 
Circuit of  Appeals rrnianded the I.('(. the I U W  LSI: order in nhich the 
I-CC mcmpied tu rctinc t h c  l i s t  ii! rcquircd L'SLs in accordance u i th  the 
Supreme C ' ~ i u f i . i  "nece\'x! 2nd  !nipair ' '  standard. The D.CC ('ircuii also 

bacated the I ; ( . ( ' ' \  Iinr-qhmng order The FCC has appealed hac!. to the full 
V.C C i r i 'u i r  sonic Aspect, i l ic cuun's decision. 

rn ,411 o i  the<e ludiciai deciqons nil1 h a \ e  an impact on the triennial r e w u  

\vhlch was iniriatrd h! the IbCC in Deccmher u f 2 0 0 1  to decide uhich LXEs 
s1111 rnret Ihr "necessan 2nd inip31r" tesi. The triennial re\ieu u a s  expected 
to cuncludc this ! e x  I 1  t h c  D.CC Circuit does accept rhe 1.CC.s appeal. u e  
helie\e i t  15 un i i k i !  that the IFCC will issue an order in the triennial revieu t i l l  
afrcr the coun ru les.  m(xt likely some time next spring. .4sidc from delaying 
the conclusion. the \arinus coun decisions are like11 to drive the 1:CC toward a 
more granular anal!ii5 than i t  had done in the past. That was the bent o f t h e  

current K C  an!ua!. hui the D C. decision reinforces i t .  !:or esample. \ re 
would not be surprised to see su.irching removed as an clemcnt in some 

e 1 



markets iairl! quicLl\ and in others o\er some longer rranji t i ir  F C I I I > ~  C W ) z  

elements 3150 might be removed mer  time in some geogaphl;  a n i  custcmc: 

markets. If the FCC decides to take granularity d0u.n to the \virs-center bel. 
II may leave actual impiementarion in the hands of the sutes. but u ith fairl! 
tight rules to guide that implemenution In the conte\t at' LSEY. \\ha; 15 

significant ahour the remo\al of an indi\idual elemmi i s  tha! ti m a k r  I: 

necessar, for h e  CLEC to do  some uork 10 reassemhlc the lint \I hen 11 i n s e n  
,IS o n n  equipment That \ \ i l l  make i t  more difficult to mo\e  large numbers of 
customers rapidl). Thus. the timing and outcome of the tr i~nnial  revie\\ is 
,en imponant both to the CLECs IXCs u h o  use L S E P  and IO the RBOC-s 
\,ho are u hulesaling l ines 10 those CLECs 1XCs at deep discounts 

rn The acmal financial impact of LI -EP on either the RBOCs or their competitors 
IS. of couse .  \\hat investors care about. Cnfonunatel!. i t  i s  diflicult to 
quantif! because i t  depends so much on the companies' strategies. The more 
CLECS are able to cream-skim in a given market. the hener their own margins 
and the greater the damage IO the RBOC. The CLECs' ahilin to cream-skim. 
in rum. depends not onl) on the CLECs' own strategies. hut on the RBOCs' 
win-back eitbns. uhich ofien include the inrroductioii n ine \ \  pricing plans and 
the RBOCs' ability to offer all-distance plans. Thus. damage to the RBOCs' 
financiais comes not only from the conversion of retail rexenues to wholesale 
re\enues. but from a broader repricing in response lo conipeution. The offset 
from lung distance appears to he fairly minor. at this point. Although 
ultimarei! all-distance customers ma! he "stickier" than those who use only 
one ,emice. iniriall! both sides s e  likel) to spend more on marketing to fight 
chum than the) did before. 

Our \la! I. 2001 repon included one efion at such an anaI!sis I t  found that 
LXEP creates a discount OS ahout lqoa to 42% h e h  re ta i l  residential revenue. 
Lsmg the same retail rates. those discounts uould no\$ range from 24% 10 

50ao .4norher ua! to looh at the Issue is to usc the FCC's rate reference 
hook. \rhtch relies. in lain. nn T\S hili-hanrsun: dava. :\\ccnrdtns to this 
data. a terage residential spcndinc pci houxhulc' on lix.il x m i c e  i s  S426 per 
year and on long-diiiancr S1-h pcr \rx. .4ssurning I1 lines per household. 
that would equatr to  ahout (.;(I per l i n t  in local rcwnuc  plub ahout S1 per line 
in access charges inr a iota! rebenur per line oFahoui 531-514. That figure 
falls within thr range oF S?i l -C: l  (or retail consumer re\enue that we had 
estimated in >la!. although huth calculations prescnl potential problems. For 
the TSS data. specificall!. i t  i s  not clear nhrther l a m  and C:niversaI Sen ice  
Fund conrrihutions uhich an RRUC' nould sinipl! pass through to the 
government are included in the r c w n u c .  M'ith that cavcat. \IC arc using S33.50 

R 

# 

as a national a\'eragr rrsideniial r a e .  Thai leads IO L51:P dlscounis on a 
f<eeiun-\\ide basis o!'l?o in BcllSouth. 28'0 in Quest. 48Ot0 in SBC. and 109.; 
in Veriron The T U  number? also indicate thJt  the RBOC' jrould need to gain 
more than three long-distance rustomcis IO makc up for the revenues from any 
local customer 11 lnses tS47.1 nf local plus access revenue Vs.  ~ 1 2 8  of long. 
dlstancc rcwnue  net ofacccssl. .4nd-g\en the different margin S ~ C N T ~ S  of 
the indus~ies--it needs more than that to make up Sor the lost cash no,,. Of 
course. 10 lhc e w n l  that an LYC can capture small business ,,,hose 
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COMMERCE CAPITAL M * m s ,  luc 

rerail spending is higher rhan rhai ofconsumers. rho d a m z g  IC' ihc K U O L  I >  

creaier For some lime. a i  ieasi. uhiie ihr indusic r e s t n i i i ~ ~ e ~  I :>?. :  ir:>' 2:. 

'.all distance" marker. Ihe L S E P  vs. 271 game is likely to he "negative-sum." 
ui th  hoth ihe RBOCs' and IXCs' profits hun by lower re\enue and higher 
marketing costs 
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\ \ e  ?hnCed our  1 1 0 ~  iniinutes o i  usel assuniptwr h n :  i l 0 0  I C )  I11 I .  m 
account for to11 mlnurer. hased on iootnorc 252 o i  thc FC(> Pcrns>hania 
order. 

1 n r  the colunins thai calculate full L T E P  hased on DEJl tdtaI-cquipn?en: 
minuti's). rherc is no change. Thus. fcu comparison. n c  arc I h w i n p  lull L X t P  
hased on DI31 for hoth \la! and August in @UT tahles. 

\\ c corrected an error in the formula that calculated anionired non-recumins 
charges tor \'erizon's \LA. SH. SY. DE. PA. FOI IT'. KS. 110. OK and IX. 
\ re  n ~ m  have some non-recurring charges that n e  did not ha \ e  in our last 
iirrarion I'or \lar\land. \+e arc no longer using thc compliance rates that \\e 
used in \ l a>  Siatenide loop rate a\erages c h a y e d  in se\eral BellSouth. 
Qnesi  and \'erizon stares. thoueh the actual rates did nor. based on ne\\ 
estimates o f t h e  distrihutions oflines per zone. KY. L.4. \IS. SC. SM. .ME. RI. 
P.4 

Once \ \e  assemhlc our data. n e  a A  all the relevant state commissions. KBOCs 
3nd the I M O  major lXCs io  comment on its accurac). W e  received specific 
ieedback on rhi' accurac) d o u r  whles from al l  the WOCs and many stater. 

: I , <  , ,  ~ 

LS'C nrices continue to r e n d  donn 

Sexera1 states' l u l l  L'SIJP rDli\ l l  price appear to increase o r  ~c tua l ly  increased 

from that tkhlch isc rcponcd in . \ la>.  In 5omc cases. as norcd aho\c.  ue 
changed the non-recurring formula. In come cases \ \ e  changed the disrrihuuon 
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SBC Communications, Inc. (SBC) 
Meeting with SBC CFO highlights key 
initiatives; no estimate or ratings change. 
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c 
r SBC considers fixing the UNE-P mess, as a prime corporate objective. Delayed LD entry in 

keylocations, combined with the lowest UNE-P rates in the country, have uniquely 
exposed SBC to Drofit-erodine share loss. DesDite this. SBC's CFO Randall Steohenson st i l l  

Frank 1. Covernali. CFA 
!rank governali@gs corn 
Portland i-207-772-3300 

Jason Armstrong, CFA 
jaron arrnstrong@gs corn 
Portland 1-207-772-3391 

Coldman Sachr 
Global Equity Research 

sees stable cash'flows throu& aggressive to r i  cutting; combined with the adility to 
maintain trends in share repurchases and dividend hikes. Consolidation in wireless i s  
another key objective of SBC. Acknowledging the proliferation of conversations among 
wireless carriers, Stephenson indicated a l l  talks are st i l l  preliminary. In the meantime 
Cingular i s  raising prices, sacrificing sub growth, and looking to improve profits. 

Full details 

M'HAT T O  DO \Z'ITH THE STOCK? \\ 'r tontinu? our cautious i IE~I of telecom. alrhough 
recenr stock price detl lnes make us some\\ hat iess cautious. 
L4:irhin the group rhe Bells and rural relcos should p r o \ i d r  the bcsr i r tu rns .  .And. \rithin 
rhe Bells \ + e  conrinue to vie\\ \ 'erizon as the best choice righr no\+ 
indicates. share loss IO L X E -  P is going to be quite damaging IO SBC And \ \c  believe i t  
\\ill suffer the grearesr consequences of this phenomenon among  rhe rhree Belk Thus.  the 
\aluarion prpmiuni that SBC rradr% ai rc i i i i i \ r  i n  \'rrirrm nn P E  E\'E6lTDA and  
di\ idend weld IS probably iior sustainable m e r  the  next 81. riiiiritils \ \ e  ronrinue io use o u r  
currenr EPS est in ia iv of 53 38 io: r t i i <  \ i d :  cincj x x t  

U.YE- P A BIG fROBLE!,l \\ IT1 iOl'T L 3  SBC has bvci i  IIN iniosi \oca1 ciitic ol 
CSE- P and is no rk ing  hard t i ,  r r i i v  piitrq 2nd dilninish thi. n e y i n t  c l l r c~ .  In thr 
absence of p e n a s i i e  king disrante apprii ial  L'Yt- P has bwr i  ailti ! \ i l l  ~CIIITIIIU? Io be very 
damaging io SBC \ \ i rh  13 appin ia i  11: I!>!' .A i i i t , i i r i . rh  i r pw  t i c i t  l ih~ , l \  i i i i r i l  ihr middle or 
second hdlf of C3 arid Califorrild ri:)~ l ih?l \  uritii \rdiriic ClL' S!3C 5 t d r i d s  quire exposed ar 
ihe moment 1 i!r\er n c  shriuid nor ( .xi idpolar  rhc, S K  c.xpciirncc' uniformly in thr 

rcsidentiai rates (in the Inicr i teth irginni big rtincrnrraird ind:ictriai siates. and no LD 
capability Thus. ! $ e  doli I see \ 'er i ion i r i  particular arid t 3 ~ l ! S i w t k  1 ~ 1  ii imser degree has 
having the same degree 01 exposurc.  50 !rs if an  1 l E C  losrs a rusttinier to L'SE- P it s a 
big hit IO rhe borrom lirir ~ bur i f  has to low rhr cusromei io! rlir 1111 to LE raken. 
.And in our ~ i m  \'z and BLS arc lihcl! IC  hr ahl? to offsci ihls ~ l i a t ~ r ~ a l ] \  beiter than SBC 
over the next year I t  s h u i d  be noted that SHC has been rnjovlrig rtiese &ie benefits share 
relenIion In 11s slares \ there  11 has long distance iippro\ni SHC trirends 10 f i l e  cost stud,es 
in k! Ju r lSd ic t lm  using thr  regulator! path as one atten!pt a1 raising rates 
In addlrion i t  Continues I C 1  rr! 10  u5e bundling as aggressivel,.iii pc.>s%ibip rii offset share 
loss 

\\'IRELESS COSSOLIDATIOX A K E l '  OBJECTI\'E S r \ \ s p a p ~ i  rrpOrlS h a \ e  

.As management 

orher RBOCs '4 o orhrr, fact. : t i t  unique ciiiiibindriori u t  iw\ pi iied ('St- P high 

FOR IMPORTANT INFORMATION ABOUT COLDMAN SACHS' RATING S Y S T E M  AND OTHER DISCLOSURES. REFER TO 
THE END OF THIS MATERIAL. GO TO http: ffwmv.gr.comlrerc~r~h/hcdgc.html. OR CONTACT YOUR INVESTMENT 
REPRESENTATIVE. 



SBC Communications, Inc. August 2 2 . 2 0 0 2  

exaggerared the speed of nireiess consoljdarion and ;he progress r!iar has been niaciz io dd:e 
H o \ \ e \ e r  rhe desirabiliry of  serrlng a deal done is ob \ ious  and rhe cornpan! ackno\\lcdgea a i r i \ ?  
conversarions \ I r  Srephenson nored rhar of rhf I \ \@ o p i o n r  far deals .A\\'F prrserrc ies> di:a:i?:, 
bur grearer regularor! and inrpgration hurdles \ 'oireslream prrsenrs hi$he: dilurioii bur tar ras i r :  
regularon  approval and inregrarion Furrherrnore simiiar I C  press accounrs he indicarrd a fled. 
for b'oiceslream ma! be impracrical \,irhour raking in i lT  as an  equir! parririparii l i  F nO a];- ras i i  
deal 1 .And imporranrl! SBC is open TO char possibili!! 

IKRELESS PRICE HIKES DESF:Tf SLO\\-ER SL-E GRO\YTfI 
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Bells Retrain Guns on UNE-F, but Quick Kill Unlikely 

Aii reievant disciosures appear on the last page of thls report. 

KEY POINTS: 
* We believe the debate at the FCC over the future of UNE-P has surpassed the 
broadband debate in intensity ana near-term importance for the telecom 
sector, as the Bells have been thrown on the defensive due to line losses to 
rivals. 
+ We believe that the Bells (SBC, BLS, VZ, Q) will have a difficult time 
convincing regulators to quickly eliminate the rights of local 'competitors to 
lease out Bell networks (UNE-PI at deep discounts. This is problematic for 
all the Bells but,' in our view, is particularly prob1emati.c for SBC as its 
lack of long-distance progress in the Ameritech region makes it more 
vulnerable to UNE-P competitors. The Bells could gain some immediate relief 
in business markets (as well as some relief toward deregulating their 
broadband offerings in separate proceedings), but we doubt the FCC will 
eliminate UNE-P in residential markets in the near term. 
* We believe the Commission is likely to establish a sunset or triggers for 
phasing out UNE-P. While the details of such rules are far from settled, we 
think the result will give key UNE-P providers, WorldCom (WCOEQ) and AT6T 
IT), time to continue to change the facts on the ground. The more they win 
new local customers, the more they increase the potential for a backlash if 
the phase-out dismantles the main platform f o r  residential competition. 
* Even if the FCC scraps or pares back UNE-P, many state regulators would 
likely try to retain it. Also, all decisions would be sublect to court 
challenge that could take years to resolve, with the courts likely to 
maintain the legal status quo in the meantime. 
* While the Bells will not gain immediate regulatory relief, we believe that 
through bundling and other marketing efforts, they can significantly reduce 
the negative impact of UNE-P competition. 
We believe another potential'nightmare for the Bells would be if cable 

begins using UNE-P to accelerate its budding cable telephony offerings. 

we noted when WorldCom announced its "Neighborhood" plan, the intensified 
e f f o r t s  by WorldCom (WCOEQI and ATST (TI t o  compete Using t h e  Bell  
Unbundled Network-€iements Platform (UNE-PI has dramatically raised the 
stakes of the FCC unbundling policy debates. 
Bundled Phone Offer Challenges Rivals and Regulators.) The most recent Bell 
quarterly reports suggest that the impact of UNE-P is quickly growing. (For a 
discussion of the economics of UNE-P, see the report by our colleagues Daniel 
Zito and Brad Wilson, Cautious Long-Distance Outlook, June 2 7 ,  2002. For a 
state-by-state UNE pricing and sensitivity study, see attachment to vz: 
Comments on RBOC Weakness, August 21, 2002, by our collegues Michael J, 
Balhoff and Christouher. C. Kina.) 

(See our April 23 note WCOM/MCI 

* .  
The lmpact of UNE-P'has caused the Regional Bell Operating Companies 
ISEC, BLS, Q, VZ) to shift their prlorltles in seeklng regulatory relief 
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While the core Bell policy thrust had been tc gain deregulation of their 
broadband services, recent events suggest the Bells have ramped up their 
lobbying efforts to cripple the ability of competltors to use UNE-F tc gair. 
market share in the traditional voice market. 

some in the Bell camp have predicted the FCC will act to eliminate UNE-P in 
2 flash cut. FCC action on UNE-P is still months away (probably 4-8  months) 
but our current view is that prediction is likely to prove largely inaccurate 
In the near term, particularly concernins the availability of UNE-P in 
residential markets. This note outlines some of the dynamics affecting the 
resolution of the UNE-P debate. 
~ ~ ~ k g r o u n d  on UNE-P. UNE-P offers competitors an opportunity to use 
all the UNEs at discounted "TELRIC" (Total Eiement Long Run Incremental Cost) 
rates ana to add further value-added services on top of the platform. 
~ ; ~ ~ ~ ~ d l n g  to an industry estimate building on a FCC survey of incumbent local 
exchange carriers (ILECs), of the 20-plus million lines won by long-distance 
companies (IXCs) and other local competitors ICLECs) as of June 2002, about 
7 . 7  million are UNE-P based. It is the fastest growing method of competitive 
entry. 1n 2001, according to FCC data, more than 60% of the CLEC line growth 
was due to UNE-P, about twice the rate in 2000. T and WCOEQ are capturing 

43% of UNE-P lines. 

Eeasons for Increase in UNE-P Competitlon. While UNE-P has been available 
for some time, its use has ramped up significantly over the last year. In our 
view, this is due to two critical developments. First, numerous states have 
lowered wholesale UNE-P rates. Second, the Bells have achieved sufficient 
long-distance entry to give the IXCs the incentive to more aggressively use 
UNE-P to protect their existing markets. 
Differing Impact on the Bells. UNE-P has had a differing impact on each of 
the Bells, affecting SBC and BLS more negatively in the last quarter than VZ. 
The reason for this difference, in our view, is that VZ'S relative lead in 
gaining long-distance entry (with 74% of its lines already eligible) has 
given it the ability to bundle local ana long distance in more states, 
providing a stronger defense against competition. As a measure of the value 
of long distance offerings in combating UNE-P competition, we note that SBC 
estimates that where it offers l o n g  distance, it doubles its winback rates. 
we also think that VZ's intensified strategy of bundling their landline voice 
services with wireless and Internet access services will provide an even 
stronger defense against UNE-P competitors. 

We surmise that BLS will have greater success in stemming the tide of UNE-P 
line loss once it gains the right to offer long distance services in more 
states. It currently has applications pending in 5 of the remaining 7 states 
where it cannot offer such services. An FCC decision on these 5 is due in 
mid-September and we believe the prospects for approval are good. 
In light of UNE-P competition, SBC's problems in advancing its Sec. 271 
long-distance applications twcome more important to SBC's financial picture. 
This is particularly true in the Ameritech region and California. SBC has a 
large window of vulnerability in the Ameritech region where state regulators 
have been aggressive in providing incentives for UNE-P competition, but SBC 
has not made significant progress with the testing and verification required 
for Sec. 271  approval. In California, SBC has better prospects, a5 it hopes 
to send the FCC its long-distance application in September. Given the TELRIC price cuts just announced by the state PUC and California's site, we expect a 
major push by T to sign up customers before SBC gets approval to offer long 
distance services. 

Q has some vulnerability to UNE-P, due to its lack of long-distance 
approval* but we expect Q to gain approval to offer long distance services in 
a number of states in the next several months. While Q ' ~  StateS are not the 
highest Priority State5 for the UNE-P based competitors, we that UNE-P competition has attracted more than 5% market $hare in I ~ ~ ~ ,  North Dakota, 
South Dakota, and Wyoming. 

of the UNE-P line growth but other companies are responsible for about 


